Seasoned equity issuers can raise reported earnings by altering discretionary accounting accruals. We find that issuers who adjust discretionary current accruals to report higher net income prior to the offering have lower post-issue long-run abnormal stock returns and net income. Interestingly, the relation between discretionary current accruals and future returns (adjusted for firm size and book-to-market ratio) is stronger and more persistent for seasoned equity issuers than for non-issuers. The evidence is consistent with investors naively extrapolating pre-issue earnings without fully adjusting for the potential manipulation of reported earnings.
Introduction
Loughran and Ritter (1995) and Spiess and Affleck-Graves (1995) document that firms underperform the stock market in the five years after a seasoned equity issue. For example, Loughran and Ritter report average returns of only 7% per year, while comparable non-issuing firms average 15% per year. The return differentials are so large that one wonders why investors buy these issues.
In this paper, we examine whether unusually aggressive management of earnings through income-increasing accounting adjustments leads investors to be overly optimistic about the issuer's prospects. That is, investors may misinterpret high earnings reported at the time of the offering, and consequently overvalue the new issues. When high pre-issue earnings are not sustained, disappointed investors subsequently revalue the firm down to a level justified by fundamentals. This earnings management hypothesis predicts that issuers have unusually high income-increasing accounting adjustments pre-issue and unusually poor earnings and stock return performance post-issue. Further, the hypothesis predicts worse performance for issuers with unusually large income-increasing accounting adjustments prior to the offering.
We report evidence consistent with the earnings management hypothesis. For a sample of seasoned equity issuers from 1976 to 1989, Table 2 documents higher net income growth in the issue year for issuers than for performancematched non-issuing industry peers. Post-issue, however, issuers significantly underperform their matches. For example, the annual growth in the issuers' asset-scaled net income significantly exceeds that of the matched non-issuers by a median of 1.69% in the issue year, but is significantly less than that of the matched non-issuers by a median of 1.60% and 0.32% in the two subsequent years. Decomposing net income into cash flow from operations and accounting adjustments (hereafter referred to as accruals), we find that it is the accruals that cause the at-issue peak and post-issue underperformance in net income. In contrast, cash flow from operations exhibit an opposite profile. Table 2 reports that asset-scaled cash flow from operations are 3.8% below the industry median in the issue year, remain below the industry median for the next two years, and only rise to 1% above the industry median three years after the issue.
We decompose accruals into four categories jointly by time period (current and long-term) and manager control (discretionary and nondiscretionary). Table 3 reports that of the four categories, discretionary current accruals (the component most subject to managerial manipulation) drive the post-issue earnings underperformance. In the offering year, the asset-scaled discretionary current accruals of issuers exceed their pre-issue performance-matched industry peers by 2.9%. For each of the three subsequent years, the issuers' discretionary current accruals decline by more than those of their matches. Ranking issuers by discretionary current accruals, Table 4 reports that issuers in the most aggressive quartile (i.e. with the largest discretionary current accruals in the pre-issue year) underperform their matched non-issuers by 7.50% in asset-scaled net income in the three years after the issue year. In contrast, issuers in the conservative quartile outperform their matches by 0.99%. Table 5 reports that the Spearman rank correlations between pre-issue discretionary current accruals and post-issue net income changes (all asset-scaled) are approximately !20% and statistically significant in all three post-issue years. In sum, the evidence suggests that discretionary current accruals predict post-issue earnings underperformance.
Most interestingly, we find evidence that discretionary current accruals also predict underperformance in post-issue stock returns. For 48 months after the offering, issuers in the aggressive quartile underperform conservative issuers by a raw return differential of about 40%, a market-adjusted return differential of about 25%, and a Fama-French adjusted return differential of about 35% (see Table 6 ). These differences are remarkable considering that the earnings management proxy is based on public information available four to 16 months before the period over which returns are measured. Finally, in Table 7 , we use a Fama-Macbeth type procedure in a sample containing issuing and nonissuing firms. We test whether post-issue abnormal stock returns are negatively related to lagged accruals, and whether this relation is stronger for pre-issue accruals. The results indicate that discretionary current accruals have a stronger and more persistent influence on subsequent returns for seasoned equity issuers. Therefore, consistent with earnings management, we find evidence that high discretionary current accruals predict post-issue long-run earnings and stock return underperformance.
Accruals-based earnings management proxies
To evaluate the role of earnings management, we construct a proxy for the amount of accounting adjustments undertaken by management. Reported earnings in the financial statement consist of cash flow from operations plus total accruals:
Net Income"Total Accruals#Cash Flow from Operations.
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The accrual adjustments reflect business transactions that affect future cash flows even though cash has not currently changed hands. Under generally accepted accounting principles (GAAP), firms have discretion to recognize these transactions as economic events, so that reported earnings reflect the true underlying business conditions of the firm more accurately. With the accrual system of accounting, reported earnings are supposed to be invariant to the timing of cash receipts and payments. However, managerial flexibility in the accruals system also opens opportunities for earnings management. By taking income-increasing accrual adjustments now, managers can raise current reported earnings, but future reported earnings will be lower. However, accounting regulations, such as the requirement of an independent audit, limit the manager's discretion over the timing and magnitude of accruals. Accruals can be classified into categories based on time period and managerial control. Current accruals are adjustments involving short-term assets and liabilities that support the day-to-day operations of the firm. For example, managers can alter current accruals by advancing recognition of revenues with credit sales (before cash is received), by delaying recognition of expenses after cash is advanced to suppliers, and by assuming a low provision for bad debts. In contrast, long-term accruals are adjustments involving long-term net assets. These accruals can be altered by decelerating depreciation, decreasing deferred taxes (the difference between tax expense recognized for financial reporting and actual taxes paid), and realizing unusual gains. We consider current accruals and long-term accruals separately because accounting researchers (e.g., Guenther, 1994) have argued that managers have greater discretion over current accruals than over long-term accruals.
Although investors can observe accruals, they cannot infer perfectly what portion of accruals is discretionary, i.e., 'managed'. Given industry-related and firm-specific business conditions, some accrual adjustments are necessary, and indeed expected by investors; for example, asset-intensive firms have high depreciation, and rapidly growing firms have revenues that exceed cash sales.
To extract these nondiscretionary accruals that are dictated by firm conditions and independent of managerial manipulation, we use a cross-sectional adaptation Teoh et al. (forthcoming b) of the modified Jones (1991) model. The details of the procedure are described in the Appendix. In essence, current
For specific examples of how earnings can be managed in an accrual accounting system, see Davidson et al. (1986) , Teoh et al. (forthcoming b) , Appendix B in Teoh et al. (forthcoming a) , Kellogg and Kellogg's Financial Statement Alert, which is an investor newsletter devoted to ferreting out suspicious accounting adjustments, and media articles such as 'The Sherlock Holmes of Accounting', (Business Week, pp. 48-52; September 5, 1994) , and the series of articles in Forbes in the section 'Numbers Game', such as 'Lies of the Bottom Line' (November 12, 1990) , 'Silly Pussyfooting' (August 21, 1989) , 'Numbers Pumpers' (November 11, 1991) , and 'Mystery Profits' (April 20, 1987) . These articles detail earnings management within generally accepted accounting principles and not necessarily fraudulent reporting.
We do not consider fraudulent reporting behavior specifically, because the majority of the seasoned equity issuers in our sample appears to comply with generally accepted accounting principles (GAAP). Relatively few firms in the general population are caught not complying with GAAP, and of these, few are seasoned equity issuers. Mike Maher generously provided us the names of 159 SEC-reporting violators from January 1980 to December 1985, and only seven of our SEO firms overlapped with his sample of violators. accruals are regressed on the change in sales in a cross-sectional regression using all firms in the same two-digit SIC code as the issuer (but excluding the issuer). The cross-sectional regression is performed for each fiscal year, and all variables are scaled by beginning-year firm assets. After adjusting sales growth for the increase in accounts receivable, the issuer's fitted current accruals level, termed nondiscretionary current accruals (NDCA \ ), is considered typical in the industry for the level of sales growth. Since the remaining current accruals are not dictated by firm condition, but are managed, they are termed discretionary current accruals (DCA \ ). To decompose long-term accruals, we apply an equivalent procedure. We first decompose total accruals into a discretionary and a nondiscretionary component based on sales growth and property, plant, and equipment (to adjust for depreciation). The difference between discretionary total accruals and discretionary current accruals is termed discretionary long-term accruals (D¸A \ ); the difference between nondiscretionary total accruals and nondiscretionary current accruals is termed nondiscretionary long-term accruals (ND¸A \ ). The cross-sectional approach automatically adjusts for changing industrywide economic conditions which influence accruals independently of earnings management. Using industry benchmarks to measure discretionary accruals is suggested by the common practice of underwriters, who price new equity issues by comparing market prices and accounting variables of similar firms.
To summarize, accruals are decomposed into four components: discretionary and nondiscretionary current accruals, and discretionary and nondiscretionary long-term accruals. The nondiscretionary accruals are proxies for accrual recognition outside the control of management and the discretionary accruals are proxies for earnings management.
Sample selection and sample characteristics
Our initial sample consists of 6386 seasoned equity issues between January 1970 and September 1989 from the Securities Data Corporation. Of these, only 3032 issues are available on the primary, full coverage, and research Compustat 1993 tapes and on the Center for Research in Security Prices (CRSP) 1993 tapes. For inclusion in the final sample, we require available stock returns data and
The robustness of models of earnings management measures has been discussed by Dechow et al. (1995) , Guay et al. (1996), and Healy (1996) . Dechow, Sloan, and Sweeney conclude superiority of the modified Jones model over all other currently available models, though the Jones model remains imperfect. sufficient data to compute discretionary accounting accruals for the year prior to the offering. To avoid survivorship bias, we do not require that firms have accruals data for the entire period of three years before to three years after the issue year. Because banking and utilities industries have unique disclosure requirements, we eliminate firms in these industries from our sample. If a firm has multiple issues, we include only the earliest issue to avoid using overlapping data to estimate the returns-accruals relation.
Of the 3032 issuers available on CRSP and Compustat, 2645 have sufficient data to compute accruals in at least one year between the 1974-1993 period covered by Compustat 1993 tapes. Of these, 1285 have at least ten other firms in the same two-digit SIC code industry group to allow estimation of the intraindustry regression to calculate expected accruals. The final sample consists of 1265 issuers with available accruals data in the fiscal year prior to the fiscal year of the new issue. The actual sample size varies depending on the test procedures and accruals measures used. Only 1248 firms have available returns during the issue month. Table 1 reports the sample statistics and data characteristics for our firms. The earliest data available on Compustat 1993 are for fiscal year 1973. Because we examine the accruals behavior of seasoned issuers from fiscal year !3 to #3 relative to the fiscal year of the offering, our sample begins in 1976. Seasoned equity issues are clustered by industries and time periods. Four of the sample years (1980, 1982, 1983 and 1986 ) are very active and contain more than 10% of the sample, with 1983 carrying 22% of the issues. Furthermore, the computer and electronics industries account for a large fraction of the issues with approximately 31% of the sample. Earnings management may be prevalent in these relatively new industries because high information asymmetry and limited past history make it difficult to judge the appropriateness of the accounting choices.
Panel C of Table 1 reports size statistics for the sample in the fiscal year prior to the issue. The mean and median of total book value of assets are $625 million and $40 million. The mean and median of market capitalization of equity are $284 million and $52 million. Asset size varies considerably in the sample as evidenced by the large standard deviations. The mean and median of sales growth scaled by assets, an explanatory variable in the Jones (1991) model for accruals, are 54% and 28%. Loughran and Ritter (1995) also report high sales growth for new issuers.
Post-issue predictability of earnings
In this section, we first examine if there is earnings underperformance after a seasoned equity issue. We then examine the time profile of the accrual and cash flow components of net income around the time of the issue to evaluate the Size characteristics are measured in millions of dollars. Total assets are obtained at the end of the fiscal year prior to the seasoned equity offering, or fiscal year !1. Market values are the number of shares outstanding times the stock price at end of fiscal year !1. Book value of equity is measured at end of fiscal year !1. Sales growth is the change in sales in fiscal year !1 deflated by total assets in year !2.
relative contribution of cash flows and accruals to the post-issue net income performance. For evidence on the relative magnitude of the earnings underperformance, we compare the post-issue earnings performance of issuers ranked by their discretionary current accruals in the pre-issue year. Finally, we examine the Spearman rank order correlation between pre-issue accruals and post-issue earnings underperformance to test whether pre-issue accruals explain the crosssectional variation in post-issue earnings underperformance. Table 2 reports three measures of net income performance in the six years surrounding the issue year: net income as a percentage of prior year total assets, asset-scaled net income minus the industry median asset-scaled net income, and the annual change in asset-scaled net income of the issuer minus the change for a pre-issue performance-matched non-issuer. Net income is Compustat item 172, which is the number reported in an earnings announcement in the Wall Street Journal and which captures more fully the effects of discretionary reporting choices, such as extraordinary items, on the earnings performance. The results using earnings before interest and taxes (item 18) are qualitatively similar, and are not reported here. The second measure adjusts for changing business conditions in the industry. This adjustment could be important given the evidence in Ritter (1991) that some industries experienced significant declines in operating performance in the 1980s. The third measure is recommended by Barber and Lyon (1997) for removing normal mean reversion in net income. The statistical means are obtained after winsorizing the data at the 1% and 99% level to reduce the effect of a few large values. The means without winsorizing are similar, but less statistically significant.
Post-Issue earnings underperformance in time series
The pattern of unadjusted asset-scaled net income indicates improving preissue performance but deteriorating post-issue performance. The median grows from 6.50% in year !3 to a peak of 9.00% in year 0, then declines to 3.80% by year #3. The equivalent means are 6.33% in year !3, 6.63% in year 0, and 0.71% in year #3. The industry-adjusted performance measures indicate a similar profile of pre-issue improvement and post-issue decline. The median industry-adjusted asset-scaled net income grows from 1.40% in year !3 to 5.00% in year 0, and declines to 1.40% by year #3. The equivalent means are 1.23% in year !3, 3.01% in year 0, and !1.42% in year #3.
To match each issuer with a non-issuer of comparable pre-issue performance for the third measure, we first select the non-issuer from the same industry with asset-scaled net income closest to that of the issuer in year !1. We begin with the four-digit SIC code; if no match is available, we search among three-digit SIC codes, then two-digit, and finally one-digit. Although we require the asset-scaled net income of the non-issuer to be at least 80% of the asset-scaled net income of the issuer, we do not impose an upper bound. The majority of the Table 2 Time series profile of asset-scaled net income and cash flow from operations, in percent, from year !3 to #3 relative to the seasoned equity offering (year 0) This table presents three measures of the performance of two accounting variables, net income and cash flow from operations, from years !3 to #3 relative to the seasoned equity offering. The first is the level of the accounting variable scaled by prior total assets, the second is the issuer's asset-scaled accounting variable minus that of the median firm in the same industry, and the third is the issuers' year-to-year change in the asset-scaled accounting variable minus that of a matched non-issuer. The matched non-issuer must be in the same industry and have the closest asset-scaled net income to the issuer in the pre-offering fiscal year. The third net income performance measure is computed as firms are matched by three-digit SIC codes, and 94% are matched by at least two-digit codes. The median and mean asset-scaled net income levels for issuers for which matches are available, 8.00% and 5.34%, are slightly smaller than the matched-firm median and mean of 8.39% and 5.96%. By allowing higher incomes for non-issuers, we exaggerate the drop in net income for the matched firm if asset-scaled net income normally mean-reverts. Thus, the performancematched measure is conservative, because it requires a bigger drop in the issuer's post-offering net income to indicate underperformance. Matched firms and issuers show similar income performance in the pre-issue years. The net income performance of issuers diverges from their matches beginning in year 0. Issuers grow significantly faster than their matched nonissuers by a median and mean of 1.69% and 3.15% in the issue year, respectively. In each of the two years after the offering, issuers significantly underperform their matches. The growth in the issuers' asset-scaled net income is less than that of the matched non-issuers by a significant median and mean of 1.60% and 2.16% in the first year after the offering and 0.32% and 2.00% in the second year (also significant). Thus, we conclude that the previously documented post-issue stock return underperformance of issuers is accompanied by unusually poor earnings performance.
The measure is also conservative for a second reason. By subtracting all of prior year change, the measure underestimates the earnings underperformance in later post-issue years when accruals borrowed in pre-issue years are paid back over the subsequent years after the issue.
Poor performance following a seasoned offering is also reported by Hansen and Crutchley (1990) and Loughran and Ritter (1997) , but not Healy and Palepu (1990) . The samples are relatively small in Healy and Palepu (93 issues) and in Hansen and Crutchley (109 issues). Loughran and Ritter (1997) use different measures of performance. Poor post-issue performance has also been documented for initial public offerings by Jain and Kini (1995) , Mikkelson et al. (1997) Next, we examine which of the two components, cash flow from operations or accruals, induces the observed net income pattern. The results in Panel B of Table 2 indicate that the net income profile is not mirrored by cash flow from operations. The medians of all three measures of asset-scaled cash flows (unadjusted, industry-adjusted, and performance-matched) show a monotonic decline from pre-issue periods to the lowest levels in the issue year before improving in years #2 and #3. The means also show similar patterns, with low levels in years 0 and #1. Therefore, new issues occur when cash flows from operations are declining, not when they are at a peak. Consequently, as the remaining component of earnings, accruals must be driving the observed net income profile for new issues.
We now evaluate which of the four accrual measures is the primary contributor to the net income profile. Table 3 presents the profiles of the four accrual measures, with levels of asset-scaled accruals shown in Panel A and year-to-year changes in Panel B. The profile of discretionary current accruals shows the most dramatic change, suggesting manipulation of current accruals during a new issue. Discretionary current accruals are significantly positive, monotonically rising to a peak in the offering year before decreasing significantly in years #2 and #3. (The year-to-year changes cannot be derived from the mean levels in Panel A because the number of issuers varies in our sample each year.) The year 0 peak in asset-scaled discretionary current accruals is statistically significant at a mean and median of 5.59% and 2.50%. In postissue years #1 through #3, the discretionary accruals decline monotonically until year #3, when they are no longer statistically significantly different from zero.
The nondiscretionary current accruals show a somewhat similar profile. The nondiscretionary current accruals peak in the issue year and decline significantly in year #1. Nondiscretionary current accruals are a positive linear function of sales growth (see the Appendix), so the evidence is consistent with new issuers timing offerings for when sales growth peaks. The pre-issue mean and median changes in Panel B, however, are usually negative, and so do not suggest a monotonic improvement prior to the offering. As reported later in Table 7 , pre-issue nondiscretionary current accruals do not predict post-issue underperformance.
The level of accruals do not turn negative immediately after the offering, suggesting that issuers avoid immediate reversals in accruals. A similar peak in year 0 was reported for initial public offerings by Teoh et al. (forthcoming b) . They suggest institutional explanations such as the threat of lawsuits if reversals occur immediately, commitment by underwriters to stabilize price near the offering price, and the existence of lock-up periods when insiders commit not to sell. Interestingly, Loughran and Ritter (1995) and Section 5 of this paper document that the decline in stock return performance also does not occur immediately after the offering. Table 3 Time-series profile of asset-scaled accruals, in percent, from year !3 to #3 relative to the seasonal equity offering (year 0). This table presents the discretionary and nondiscretionary current and long-term accruals of firms offering seasoned equity offerings from the three years before to three years after the offering. The nondiscretionary accruals reflect accruals choices largely dictated by economic conditions, whereas the discretionary accruals are designed to pick up reporting choices that are largely controlled ('managed') by the firm. The accruals measures are scaled by beginning-period total assets, and reported in percent. In the last three rows of Panels A and B, an alternative matched-pair method is used. The discretionary current accruals are calculated as the modified Jones model discretionary current accruals of the issuer minus the modified Jones model discretionary current accruals of the matched non-issuing industry peer. The matched non-issuer has similar net income performance as the issuer in year !1 and is selected using the matching procedure as described for the third net income performance measure in Table 2 . See the Appendix for details of the model to decompose accruals into discretionary and non-discretionary components.
Panel A: Accruals (levels) Neither Panel A nor Panel B shows a time-series pattern fully consistent with management of discretionary long-term accruals. Prior research by Kreutzfeldt and Wallace (1986) and Guenther (1994) has also found that long-term accruals are less subject to manipulation by managers. Perhaps more lead time is required to change long-term accruals than is available before an equity offering. In addition, issuers may be more reluctant to manipulate long-term accruals because they are more visible than current accruals. Finally, the mean and median nondiscretionary long-term accruals are negative in all years, a result consistent with a large depreciation component. The year-to-year changes do not show any remarkable pattern, and so do not contribute to the hump pattern for net income.
Because discretionary current accruals appear to be managed, we report an alternative measure for discretionary current accruals as a robustness check. In the bottom panel entries in Panels A and B of Table 3, the discretionary current accruals of matched firms are subtracted from the issuer's discretionary current accruals to remove potential bias in the Jones model for high-performance firms. (The matched firms are selected as discussed in Section 3.1 for Table 2 .) The previously reported hump shape is robust with respect to this alternative measure. As before, the medians and means show a peak in year 0 and significant post-issue declines by year #2. This evidence suggests that the hump shape (rising discretionary current accruals up to a peak in year 0 followed by a subsequent decline) is more exaggerated for issuers than for comparable non-issuers. Overall, the evidence suggests that net income performance during a new issue is driven largely by discretionary current accruals, and not cash flow from operations.
Predicting post-issue net income underperformance with discretionary accruals in cross-section
To evaluate whether pre-issue discretionary accruals predict post-issue net income underperformance, we rank issuers by their pre-issue discretionary current accruals to examine differences in their post-issue net income performance in cross-section. Table 4 examines the performance of the 'aggressive' quartile with the highest discretionary current accruals and the 'conservative' quartile with the lowest discretionary current accruals. Both extreme quartiles of issuers perform well immediately prior to the issue year and poorly immediately after. However, differences between quartiles emerge by year #3 when conservative quartile issuers but not aggressive quartile issuers report significant improvement. In the issue year, the median and mean growth in net income is 1.53% and 4.72% for the aggressive issuers and 1.56% and 3.26% for the conservative issuers. By year #3, the median and mean growth is !1.52% and !1.39% for the aggressive quartile but is a significant 0.50% and 13.24% for the conservative quartile.
For a summary measure of long-term performance, we compute an abnormal cumulative net income over the three post-issue years relative to base year !1, as follows:
where NI GR is net income in fiscal year t, ¹A GR is total assets in fiscal year t, and i and m denote the issuer and matched firm. The bottom panel of Table 4 reports that aggressive quartile issuers underperform matched non-issuers by a median and mean of !7.50% and !6.29% over the three-year post-issue period, whereas conservative issuers outperform their matches by a total median and mean of 0.99% and 5.27% in the same period. Thus, discretionary current accruals predict post-issue performance; aggressive quartile issuers underperform conservative issuers by as much as a median and mean of 8.49% and 11.56% over the three years after the issue year. Table 4 Asset-scaled changes in net income and cash flow from operations, in percent, of aggressive and conservative pre-issue accruer quartiles from year !3 to #3 relative to the seasoned equity offering (year 0) This table presents the accounting performance of the extreme quartiles of issuers from year !3 to year #3 relative to the offering year. Aggressive and conservative quartiles contain firms with the largest and smallest year !1 discretionary current accruals, respectively. The top panel reports the issuers' year-to-year change in asset-scaled net income or cash flow from operations relative to a sample of matched non-issuing industry peers with the closest asset-scaled net income to the issuer in the pre-offering fiscal year. See description for the third performance measure in Table 2 . The bottom panel reports the cumulative abnormal performance-matched net income relative to base year !1, calculated as
where NI GR is net income in fiscal year t, ¹A GR is total assets in fiscal year t and i and m denote the issuer and matched firm respectively. represent statistical significance levels at the 1% levels. represent statistical significance levels at the 5% levels. represent statistical significance levels at the 10% levels.
As before, we evaluate the contribution of cash flow changes to the net income underperformance. The evidence suggests that cash flows are not responsible for the poorer post-issue net income performance of aggressive quartiles. In fact, aggressive quartile issuers experience greater cash flow improvement beginning in year !1 through year #3. Perhaps aggressive pre-issue accrual manipulators also manipulate cash flow from operations through real changes in operations.
In Table 5 , we report Spearman rank correlations between discretionary accruals in year !1 with changes in net income relative to base year !1 for each subsequent year from 0 to #3. In these correlations, we consider both industry-adjusted net income and performance-adjusted net income, to check the robustness of our results. Table 5 shows that the correlations of discretionary current accruals with the change in industry-adjusted net income range between !20% and !15%, and are all negative and statistically significant at the 1% level. The performance-adjusted net income correlations yield similar statistically significant findings, with the results ranging between !16% and !6%. The correlations using discretionary long-term accruals are also all negative, though smaller in absolute value and less significant than correlations using discretionary current accruals. Thus, only discretionary current accruals, and not discretionary long-term accruals, predict post-issue net income underperformance. Table 5 Spearman rank order correlations of discretionary current and long-term pre-issue accruals with industry-adjusted and performance-matched post-issue net income performance Panel A lists the Spearman rank correlations between discretionary current and long-term accruals in year !1 relative to the offering year with change in industry-adjusted asset-scaled net income in years 0 through 3 relative to base year !1. Panel B lists the Spearman rank correlations with the change in performance-matched net income measure (third earnings performance measure in Table 2 ) in years 0 through 3 relative to base year !1. DCA \ are discretionary current accruals, and D¸A \ are discretionary long-term accruals. Overall, our results are consistent with the following scenario. Although cash flows from operations are declining prior to the offering, managers of issuing firms report high and improving earnings by managing discretionary current accruals. In the year of the offering, reported earnings peak despite relatively weak cash flow from operations because managers continue to take large positive discretionary current accruals. Post-offering, high net income cannot be sustained because cash flows from operations do not improve sufficiently and issuers can no longer continue to take large discretionary accruals. Issuers with the highest discretionary current accruals in year !1 experience the largest drop in net income after the issue.
Predicting post-issue stock returns with pre-issue accruals
We next examine whether pre-issue discretionary accruals predict post-issue stock return underperformance. Addressing this topic requires an appropriate measure for expected long-run returns, an issue that is debated in the asset pricing literature. We use three long-run return measures: raw returns, returns net of the returns to the value-weighted market portfolio, and returns net of the Fama and French (1997) three-factor model for expected returns (described in the Appendix).
Post-issue returns by pre-issue accrual quartiles
We study the relation between pre-issue accruals and post-issue returns by first examining differences in stock return performance among four quartile portfolios grouped by levels of pre-issue discretionary current accruals. Each quartile portfolio contains about 200 firms. We then track each portfolio's return performance relative to month 0, which is either the month of the issue or four months after the previous fiscal year end, whichever is later. The four-month lag represents a tradeoff: using accounting information with shorter lags might mean that financial statements are not yet available to investors, while longer lags might not capture the period when investors react to the report containing manipulated earnings. To check the robustness of our results, the panel regressions in Section 6 extend the waiting period to six months.
The long-run return performance reported in Table 6 is measured in the following way. For each firm and year, we first compound monthly returns into an annual return. We then average these returns across all sample firms in the portfolio to compute the overall annual raw returns. For the adjusted returns, we subtract the compound annual return on a benchmark portfolio (either the market portfolio or a Fama and French equivalent portfolio, described in the Appendix) from the compound annual raw return for each firm. When a sample firm disappears during the year, the remaining monthly raw or adjusted returns Table 6 Post-issue long-run stock returns, in percent, by pre-issue discretionary current accruals (DCA \ ) quartiles
Annual Returns are computed as
where N is the number of firms in each quartile with valid return data in the first month of each year, r GR is the monthly return on security i in month t, a GR is an equivalent adjustment return (identically 0 in the raw returns part), and m is the first month and m (not to exceed m ) is the last month with valid return data. For inclusion, return data must be available in the first month m . When a sample firm drops from CRSP, the remaining months' excess returns are presumed to be zero. Compound returns are computed from the reported annual returns in the column to the immediate left. Thus, in effect, each portfolio is assumed to be rebalanced once a year. All returns are reported in percent. are assumed to be zero until the end of the year. (Such firms drop from our portfolio in the following year.) Finally, we compound the annual raw and adjusted return averages into five-year cumulative returns. This procedure mimicks a trading strategy that rebalances the portfolio annually, assigning equal weight to those stocks still in existence. Table 6 shows that our strategy nets about a 66% raw return over five years for firms in the conservative earnings management quartile, and 18% for firms in the aggressive quartile. When the equivalent market-returns are subtracted, the conservative quartile portfolio earns !17% excess returns and the aggressive quartile portfolio earns !44%. Among firms with sufficient pre-issue return data to compute Fama-French exposures, the conservative quartile portfolio earns a #7% Fama-French adjusted return and the aggressive quartile portfolio earns !35%.
Long-run returns are sensitive to the computation method ( Barber and Lyon, 1997; Kothari and Warner, 1997 ). When we first compute an across-firm average return in each month and then compound over five years, the conservative and aggressive quartiles net 83% and 26%, respectively. (The equivalent market returns are about 115%, indicating excess returns of !30% and !90%, respectively; the equivalent Fama-French returns are 103% and 158%, respectively, indicating excess returns of !20% and !130%, respectively.) When we compute an across-firm excess return each month and either compound or average this over five years, we find five-year excess returns of !5% to !15% for the conservative quartile and !45% to !65% for the aggressive quartile. The returns in Fig. 1 are computed using this last method, which is equivalent to monthly rebalancing the portfolio.
Annual or even longer-horizon rebalancing suffers from the presence of many stale firms (without returns). In our sample, although portfolios that are never rebalanced perform considerably worse than portfolios that are rebalanced, the difference between aggressive and conservative quartile firms is not sensitive to rebalancing. The results in Fig. 1 show that the aggressive quartile firms have marginally higher pre-offering return performance than conservative issuers. The small difference indicates that it is unlikely that our results are driven by the winner/loser reversal phenomenon. After the offering, conservative issuers underperform only marginally (!7%), while aggressive issuers underperform dramatically (!48%).
Because overlapping multiyear firm returns are jointly exposed to contemporaneous industry shocks, we cannot compute cross-sectional standard errors to assess the statistical significance of these returns. Instead, we compute the standard deviation from the time-series realizations of each quartile's portfolio. This assumes that there is no cross-sectional predictability across time, i.e., the return realization of firm X in month t does not help predict the stock return realization of firm Y in months t#1, t#2, etc. On average, the conservative quartile portfolio shows an average monthly return of !0.165%, with a ) quartiles. An average monthly excess return is constructed by first subtracting an equivalent Fama-French benchmark return from each issuer's monthly return and then averaging these individual firm excess returns across all firms in the portfolio. The graphed returns are the logged cumulative sum of these monthly portfolio excess returns. The returns are normalized so that the event-month return is zero. Firms are classified into the four quartile portfolios using DCA \ , the discretionary current accruals in the fiscal year prior to the seasoned equity offering. Time is measured from the date of the seasoned equity offering or four months after the prior fiscal yearend (where DCA \ was reported), whichever comes later.
t-statistic of !0.96. The aggressive quartile portfolio shows an average monthly return of !1.346%, with a t-statistic of !7.00. The average return difference of 1.18% per month has a t-statistic of 4.60, indicating that more aggressive earnings management predicts poorer post-issue return performance. In sum, the partitioned univariate evidence suggests a large long-run return difference between conservative and aggressive firms. It thus appears that poor post-issue performance can be explained partially by the pre-issue earnings management of seasoned new issuers. By choosing firms with negative or low discretionary current accruals, investors can avoid investing in issuers that dramatically underperform their non-issuing peers. Table 7 displays the results from ordinary least squares regressions of post-issue firm stock price performance on pre-issue accounting accruals. The dependent variable is the log of the four-year compounded stock return (or compounded excess stock return), beginning either from the issue date or four months after the previous fiscal year, whichever comes later. To avoid influential eccentric observations, we winsorize accruals at the 1% and 99% percentiles. In general, our results are robust to winsorization.
Regressions of post-issue returns on pre-issue accruals
The discretionary accruals components are the key explanatory variables of interest. We include the nondiscretionary accruals components in the regression to evaluate the relative information content for returns between the discretionary and nondiscretionary components. We also include a set of industry and year control dummies (coefficients are not reported). The industry dummies, as outlined in Table 1 , account for post-issue performance variance across industries. Intercept dummies for individual years 1978 through 1989 account for business cycle effects and capture contemporaneous cross-sectional correlation between four-year returns. Log equity-size and log book-to-market variables control for firm characteristics. Multi-year returns of different stocks overlap across firms. (We do not have duplicate returns.) Contemporaneous crosssectional returns can contain spurious residual correlation, which does not bias coefficient estimates but could bias coefficient standard errors if the induced nonzero off-diagonal covariances correlate with our measure of discretionary current accruals. Section 6 implements a more complex panel data test procedure that takes the cross-sectional correlations in the residuals into account. Finally, we do not report results for Fama-French adjusted returns, because they are similar to the two reported regressions.
We also include a variant of Cheng (1995) measure of use of proceeds. Cheng finds that equity issuers that do not invest underperform after the issue, whereas issuers that invest do not underperform. We use Cheng's measure to examine whether the earnings management proxy in this paper has an incremental effect on returns over the Cheng effect. The capital expenditure growth between preand post-issue periods is calculated as
where CAPEXP R is the issuer's capital expenditure (Compustat item 128) and TA R is the firm's total assets in year t. Year 0 data are from the financial statements following the issue. Consequently, DCAPEXP R> incorporates two numbers not available at the time of the seasoned offering, and so has a two-year timing advantage over our accruals measures. Table 7 Ordinary least-squares regressions predicting four-year post-issue returns with pre-issue accruals and controls
The dependent variable is a four-year aftermarket log return, beginning at the offering date or four months after the previous fiscal year-end, whichever comes later. For market-adjusted returns, monthly raw returns are first adjusted by subtracting the market return, and then continuously compounded for four years. The independent accrual variables (DCA \ through ND¸A \ ) are computed from regressions (described in the Appendix) and measured in the fiscal year preceding the issue (subscript !1). DCAPEXP R> is the sum of capital expenditures in the (post-issue) event and following fiscal year minus the sum of capital expenditures in the two years prior to the event, divided by twice total assets in the year prior to the seasoned offering. Thus, DCAPEXP R> uses information from two financial statements not available to the seasoned issue purchasers, unlike the accruals measures which rely only on information known to investors at the time of the issue. To adjust for some cross-sectional contemporaneous correlations between components of the compounded returns, we include but do not report a complete set of industry and year dummies (two year dummies for 1983), as well as firms' log book-market value and log equity size. Small and large firms are the smallest and largest market capitalization tertials. White-t statistics are reported in parentheses. The regression results indicate that among the four accruals measures, only the discretionary current accrual is statistically significant. Its coefficient is about !0.4, its t-statistic is about !2.6. This implies that issuers with aggressive levels of pre-issue discretionary current accruals perform significantly worse after the offering. The coefficient on discretionary long-term accruals is negative, but not statistically significant. The coefficients on the two nondiscretionary accruals are also insignificant, suggesting that only the actively manageable component of earnings predicts future returns.
As for economic significance, it is not surprising that individual firm long-run stock returns are highly variable and difficult to explain in cross-section. Specifically, the cross-sectional standard-deviation of four-year log returns is 71% for the 1035 firms in our regression. Because the standard deviation of discretionary current accruals in our regressions is 0.200, a coefficient of !0.4 indicates that a one-standard-deviation difference in DCA \ explains a fouryear log-return differential of about 8%. Thus, one standard deviation in our single DCA \ variable accounts for more than 11% of the four-year crosssectional standard deviation in log-returns (71%).
A diagnostic check on the linearity of our regression is the fraction of the actual amount of extreme quartile returns that the regression predicted. Dividing the 1035 firms in the regression sample into four DCA \ portfolios, we find that the most aggressive accrual firms have a post-issue mean log-return of !19.6% (market-adjusted !44.0%). The explanatory variables from our regression predict a !16.5% (!41.6%) post-issue log return for this group. Thus, the residual unexplained mean is only !3.1% for raw returns and !2.4% for market-adjusted returns. Equivalent computations for the most conservative accrual firms indicate a post-issue return of !0.1% for raw returns and !25.6% for market-adjusted returns, most of which is captured by the regression.
The two rightmost columns in Table 7 reproduce the market-adjusted regressions run on the two extreme portfolios grouped by market capitalization. We ignore the middle third to maximize differences in firm size between the two extreme groups. If the earnings management hypothesis holds, we expect predictable performance differences to be more pronounced in the regression for small firms than for large firms. Lower transaction costs for large firms allow investors to take advantage of the return anomaly for these firms. The discretionary current and discretionary long-term accrual coefficients are indeed reliably negative only in the small-firm regressions. However, with only 332 observations in each portfolio, the coefficient differences are only suggestive and should be interpreted with caution. Nondiscretionary accruals (both current and long-term), hypothesized to have little predictive power, are insignificant for small firms. A surprise finding is the significance of nondiscretionary current accruals for large firms. The correlation of future returns with pre-issue sales growth might be present only in large firms. Cheng's capital expenditure measure is positive and significant only among small firms and is sensitive to the method used to calculate abnormal returns. The predicted positive relation is not observed in large firms, again confirming that pricing anomalies persist when abnormal profit opportunities cannot be easily arbitraged away.
In sum, our evidence of post-issue return differences in cross-section is consistent with an earnings management scenario. Rangan (1997) confirms this finding using quarterly accruals. Among our four accrual measures, discretionary (i.e., managed) current accruals predict subsequent poor stock price performance the best. The fact that discretionary current accruals are a good predictor is especially surprising in light of the fact that they are an imperfect measure of earnings management and calculated from information available as early as four to sixteen months before the issue.
A Fama-MacBeth panel procedure

Methodology
In this section, we outline a procedure that addresses two previously neglected issues. First, since the previous regressions use overlapping multiyear returns, the regression errors could be correlated if all risk factors have not been properly accounted for. (The appropriate risk-factor adjustments for expected returns are currently still debated in the asset-pricing literature, and a consensus has yet to emerge.) Second, the significance of the accrual variables in the previous regressions may have been due to the ability of discretionary accruals to explain subsequent returns in all firms, not just in periods when there are new issues. Thus, we want to measure the incremental predictive power of post-issue returns by pre-issue accruals pertaining to periods of seasoned equity offerings.
To address the above issues, we run cross-sectional regressions explaining monthly returns from July 1975 through December 1994 with the following lagged variables: (a) the log of the firm's book-to-market value, (b) the log of the firm's market value of equity, (c) the four accrual measures described earlier, and (d) four interaction variables, accrual * SEO dummy, which are the pre-issue accrual measure during seasoned equity offering-related periods, and zero otherwise. All independent variables are from the same fiscal year and lag the LHS returns they seek to explain. Following the tradition of using logarithms for the Fama-French variables, the book-to-market and size variables are truncated at 0.0001. Accrual measures are winsorized at the 5% and 95% percentiles to avoid undue influence of outliers. The results are robust to winsorizing at more extreme percentiles. Fig. 2 illustrates the time line, the lag structure for the independent variables, and the algorithm for when the new issue dummy is set to one. We now assume an even more conservative reporting lag of six months (instead of the fourmonth lag in the previous section). Thus, the regressions relate returns to accruals and controls from fiscal years ending at least six months prior to the Fig. 2 . Illustration of time alignment in panel regressions. This figure illustrates the regression lead-lag structure between the dependent variable, monthly returns, and the key independent variables, the four accrual measures and their interactive dummy variables, accrual * SEO. Regressions are performed in monthly cross-section, and overall statistics are aggregated over all months. We specify and aggregate cross-sectional coefficients for four different sets of regressions. In the 'year 0' regressions, the key independent variables, the four accrual measures, are obtained from the fiscal year ending 7 to 16 months prior to the monthly returns. For 'year 1' regressions, the accruals are from fiscal year ending 17 to 28 months prior, for 'year 2' regressions from 29 to 42 months prior, and for year 3 regressions from 43 to 64 months prior. The interactive accrual * SEO dummy turns on only when the accruals are from the fiscal year before the seasoned issue (and, for 'year 0' regressions, provided the dependent return observation occurs after the seasoned equity issue).
returns. Four alternative lag structures for the independent variables relative to the returns are considered, from one to four fiscal years prior to the returns, after accounting for the reporting lag. Each lag is considered separately in the regressions. The alternative of using only a single set of regressions of monthly returns on the accruals from all four lagged fiscal years has survivorship problems.
The naming convention for the four sets of regressions is year n, where n"0, 1, 2, and 3, with n"0 as the lowest lag. Thus, the year 0 regressions relate returns in a given month to accruals and controls from fiscal years ending at least six months and up to 17 months prior. For example, the regression explaining returns in January 1990 would use accruals and controls from fiscal Firms are required to file form 10-K reporting on their annual financial statements with the SEC within 90 days of the fiscal year end. Alford, Jones, and Zmijewski 1994 report that 80% of firms file timely reports and only 2% of firms fail to file after 150 days after the fiscal year end. years ending no later than June 1989. Equivalently, accruals and controls dated June 1989 would be used to explain returns in each month from January 1990 to December 1990. Year 1 regressions relate returns to accruals and controls from fiscal years ending 18 to 29 months earlier, year 2 regressions relate returns to accruals and controls 30 to 41 months earlier, and year 3 regressions relate returns to accruals and controls 42 to 53 months earlier. Thus, we have a total of four regression sets of about 180 monthly regressions each, with each set explaining the predictive power of accruals and controls for various lead-period returns. The year 0 set of regressions predicts returns from July 1975 through May 1991; the year 1 set predicts returns from June 1976 through May 1992, and so on. In each of the 180 regressions, the typical number of firms ranges between 2700 to 3200 observations. The interaction dummy for the presence of a seasoned equity offering equals one only for the fiscal year data immediately preceding the offering in all regression sets. Consequently, the coefficients on the interaction variable, accrual * SEO dummy, measure the marginal predictive ability of pre-issue accruals for returns between zero and three years after the issue.
The interaction dummy is set to one only after the offering for the year 0 regression set. Suppose, for example, the new issue occurs in February 1990 and the fiscal year ends in June. The issue dummy is set to one in monthly return regressions from March 1990 to December 1990 on June 1989 accruals and other control variables for the year 0 set of regressions. The issue dummy is one also in the other three sets of regressions whenever June 1989 accruals are used. Thus, the issue dummy is one for the following regressions: January 1991 to December 1991 monthly return regressions on June 1989 accruals and controls for the year 1 set, January 1992 to December 1992 monthly return regressions on June 1989 accruals and controls for the year 2 set, and so on. We exclude months in the period from four months after the fiscal year end to the offering date from the regressions. It would be misleading to attribute explanatory power in these months as a 'non-issue' effect, just as it would be misleading to call it 'post-issue' return predictability when the equity offering has not yet occurred. The results are robust to omitting or including these months.
The time series of the estimated coefficients on each independent variable are averaged across the 180 monthly regressions in each set, and an overall t-statistic is calculated assuming serial independence. Finally, a grand mean and a grand t-statistic are computed across all four sets of regressions to estimate the relation between accruals and four-year returns. Attributing Gaussian unitnormality to the aggregated four-year t-statistics in effect assumes zero correlation in the time series of the accruals for the issuers. The observed correlations are of the order of 5-10%, and thus the assumption of uncorrelated accounting variables is unlikely to be problematic. But, to warn the reader, we have bracketed the significance level indicators in the table.
Unlike the approach in the previous section, in which multimonth returns are compounded into long-term holding periods, the cross-sectional regressions are performed monthly, so no overlapping periods exist to induce cross-sectional correlations. Instead of the Fama-French factor coefficients, we now use the firm's own book-to-market and firm size measures to control for cross-sectional variation in expected returns. Because the explanatory variables are known when returns are measured, there is no need to run pre-test-period regressions to estimate ex ante (beta) coefficients or group firms into portfolios to reduce the errors-in-variables problem (as in Fama and MacBeth, 1973) . By using this variation of the Fama-French model, we can evaluate the robustness of the relation between accruals and future returns with respect to alternative models of expected returns. Finally, by performing the cross-sectional regression on all firms, with accruals * SEO dummy variables as regressors, we can estimate the incremental predictability of post-issue returns by pre-issue accruals beyond any average predictability of accruals for future returns. This allows us to extend Sloan's (1996) research relating total accruals to future returns to evaluate the relative importance of discretionary versus nondiscretionary accruals and pre-issue period versus non-issue period accruals in predicting future returns. Table 8 reports aggregate monthly regression results for the four sets of year 0 through year 3 regressions, and overall grand mean results over the four sets of regressions. Panel A regressions include only book-to-market, firm size, and accrual * SEO dummy as explanatory variables. Panel B regressions include additionally the four accrual measures to compare the pre-issue accruals-return relation with the accruals-return relation in the general population.
Results
Consistent with other research, firm size is only marginally important in the sample period, while the book-to-market ratio is highly significant. Panel A shows that pre-issue discretionary current accruals have a significantly negative relation with stock returns two and three years after the issue (t-statistics of !2.94 and !2.36). In the two years immediately following the issue, the coefficient is also negative and marginally significant(t-statistics of !1.82 and !1.61). Aggregating over the four years, the average coefficient is !3.521 with French (1993, 1997) argue that the book-to-market (HML portfolio returns) and market (SMB portfolio returns) factors describe the cross-sectional variation in returns quite well. However, Daniel and Titman (1997) recommend using the firm's own book-to-market ratios and size measures instead of the Fama-French factor returns. They report that the firm's own variables explain the cross-sectional variation in returns better than the Fama-French factor returns. Table 8 Time-series averages of monthly cross-sectional regressions of returns on lagged accruals and controls for all firms on CRSP with sufficient data
The independent variables are measured simultaneously and ½ years (plus an assumed reporting lag of 6 months) before the monthly return they seek to explain. SEO is an interaction dummy that is one when immediate pre-issue accruals are used (unless the issue has not yet happened) and zero otherwise.
Time alignment is illustrated in Fig. 2 . Essentially, the year ½ regression describes the predictive power of the accounting variable in the left-most column on stock returns ½ years after the accounting variable was reported. represent statistical significance levels at the 5% levels.
a t-statistic of !4.37, indicating that high pre-issue discretionary current accruals predict poor stock returns during the four-year period after the issue. The significance of discretionary current accruals is similar to that of the book-market ratio, and considerably higher than the significance of firm size. In contrast, pre-issue nondiscretionary current accruals are generally not a significant predictor of stock returns, except in year 1. As Panel B below shows, this explanatory power of pre-issue nondiscretionary current accruals is generic to all firms, and not specifically related to seasoned new issues. For the pre-issue long-term accruals, the coefficient for discretionary longterm accruals is negative and statistically significant at the 1% level only in the months immediately after issue. This coefficient is neither negative nor significant in the remaining three years. On the other hand, nondiscretionary longterm accruals have a more delayed impact on returns; the coefficients for the year 2 and year 3 regressions are actually positive and significant at about the 5% level. These results suggest that firms with positive pre-issue nondiscretionary long-term accruals actually outperform the market after the issue.
Panel B compares the difference in explanatory power of the accrual variables between issue periods and non-issue periods. The coefficients on the four accrual variables without the interactive dummies are for non-issuers in all months and issuers in non-issue months. The coefficients on the four interactive dummy variables now measure the incremental explanatory power of pre-issue accruals above and beyond the explanatory power of accruals in the general population.
Discretionary current accruals appear to predict returns for the general population of firms in the short term. The t-statistics for the year 0 and year 1 regressions are highly significant at !6.73 and !3.78, respectively. Of significance to the earnings management hypothesis, the interaction pre-issue discretionary current accrual variable has a significant additional effect in years 2 and 3. The coefficients for the DCA \ * SEO variables are one order of magnitude larger than the coefficients of the DCA \ variables (!2.46 and !4.58, as compared with !0.35 and !0.13, respectively), and the t-statistic (!2.28) for the year 2 lagged discretionary current accruals for issuers is statistically significant at the 5% level.
In economic terms, the !2.5 to !4.6 magnitude of the coefficients on discretionary accruals suggests that a one-standard-deviation difference in discretionary current accruals between two issuers (about 0.2) can explain a 0.5-0.9% monthly return differential. Aggregating over the four-year period, the DCA \ * SEO variable is statistically significant at about the 1% level. Thus, the evidence indicates that the negative relation between discretionary current accruals and subsequent long-term stock returns is stronger during issue-related periods.
As for the other three accrual variables, discretionary long-term accruals do not predict future stock returns in either new issuers or in the general population of firms. Nondiscretionary current accruals predict negative subsequent returns in the general population, perhaps from contamination of the variable by the discretionary component that is left in the variable. Nondiscretionary longterm accruals, on the other hand, predict incrementally positive future returns for issuers but are unrelated to stock returns for the general population of firms.
In sum, the simple cross-sectional regressions in the previous section and the panel regressions here document a strong ability of pre-issue discretionary current accruals to predict multiyear post-issue abnormal returns. We also document that discretionary current accruals have a (time-diminishing) ability to predict subsequent returns for all firms, although this predictive ability is significantly greater for issuers. In contrast, discretionary long-term accruals predict returns only in the year immediately following the issue (which results in a lower significance in the simple cross-sectional regressions). Finally, nondiscretionary pre-issue accruals have no reliable predictive ability on post-issue stock market performance.
Summary and conclusion
This paper examines whether pre-issue earnings management, as reflected in discretionary accruals, explains the long-term underperformance of seasoned equity issuers. We document that discretionary current accruals grow before the offering, peak in the offering year, and decline thereafter. This accruals pattern causes net income to grow before, peak in, and decline after the offering year, despite low pre-issue and improved post-issue cash flow from operations. The post-issue net income decline is especially pronounced for issuers that aggressively manage discretionary current accruals before the issue.
Most importantly, we document a negative relation between pre-issue discretionary current accruals and post-issue earnings and stock returns. The negative relation with stock returns remains after controlling for firm size, book-to-market ratio, and post-issue capital expenditures. The negative relation between discretionary current accruals and subsequent returns is common to all firms during the 1976 to 1990 test period. These results extend prior research in two ways. First, we show that the discretionary component of current accruals explains future returns as well as the book-to-market ratio does and considerably better than firm size. Second, we show that the negative relation between discretionary current accruals and future returns is stronger and more persistent among firms engaging in new equity offerings.
The relation between discretionary current accruals and post-issue underperformance in stock returns has also been documented by Teoh et al. (forthcoming b) and Teoh et al. (forthcoming a) for initial public offerings. Because seasoned equity issuers are already followed by analysts, offer more public and audited information, have greater market capitalization, and are easier to sell short, it would seem plausible that incentives and opportunities for deceiving investors by managing earnings are more limited for seasoned equity issues than for initial public offerings. Thus, the evidence here of predictable post-issue returns for seasoned issuers based on available discretionary accrual information poses an even stronger challenge to the efficient markets theory than the evidence on initial public offerings.
In sum, the evidence is consistent with the hypothesis that investors naively extrapolate pre-issue earnings, and ignore relevant information contained in pre-issue discretionary current accruals. In this interpretation, an informationally imperfect market is too optimistic when a seasoned equity issue is offered and later on becomes disappointed when the high earnings cannot be sustained. These findings have implications for investors, firms, and accounting standard setters. Investors can use information contained in the pre-offering accounting accruals to discriminate among issuers. Managers can consider permissible accounting choices to reduce the firm's cost of capital or increase their own welfare. And accounting standard setters may want to consider the costs of discretion in accrual choices, especially when investors have considerably less information than do the managers of issuing firms.
Appendix A.
A.1. Computation of the accruals measures
This appendix explains the estimation of the four accrual measures. Numbers in parentheses are Compustat item numbers. Total accruals (¹AC) consist of current accruals (CA) or working capital accruals, and long-term accruals (¸A). ¹AC is calculated as ¹AC"CA#¸A "Net Income (172)!Cash Flow from Operations (308).
(A.1)
Prior to 1987, cash flow from operations is not available as item (308) so it is calculated as the funds flow from operations (item 110) minus current accruals A current proposal at the Financial Accounting Standards Board (FASB) suggests requiring only a short-form report. Our evidence suggests that this may have adverse consequences for investors. The elimination of price-relevant accounting items (such as items necessary to compute accruals) may result in investors trading in an even less informationally efficient market.
as defined below (see page 111 of the Compustat 1994 manual for further details).
Current accruals are the change in noncash current assets minus the change in operating current liabilities: Table 9 provides some descriptive statistics on the properties of the estimated regressions (coefficients, t-statistics, regression fits, and numbers of observations) from Eqs. (A.3) and (A.6). In general, the regression statistics are comparable with those reported in previous studies (see Perry and Williams, 1994) . The median adjusted R for the regression for current accruals is 20% and for total accruals is 32%, which is encouraging as an indicator of the explanatory power of the cross-sectional Jones model.
A.2. Fama-French returns
To extract individual firm factor loadings ( ) on the three Fama-French (1993) factors, we run a time series regression for each firm of the monthly excess return over the risk-free rate on the three Fama-French factors from month !36 to month !12 relative to the filing date of the offering:
where t is a month index, R R is the return on a small-capitalization portfolio minus a large-capitalization portfolio, R R is the return on a high book-tomarket portfolio minus a low book-to-market portfolio, R KR is the return on a value-weighted market index, r DR is the one-month Treasury bill (risk-free) rate of return, and R GR is the return for each issuer. A minimum of 12 available months is required to estimate each regression.
The expected return for each month is computed from month !11 to #60, using the estimated coefficients from the factor regression, the relevant month factor returns, and replacing the intercept with the risk-free rate of return:
The abnormal return is the realized return minus the Fama-French expected return. In our sample, the coefficients indicate that the Fama-French variables are unlikely to explain differences in observed returns between the two extreme accrual quartiles. The betas for the market premium and firm equity size differ by 0.06 and 0.03, respectively. The betas for the book-to-market variable differ by a modest 0.35. Furthermore, Table 6 indicates that the two quartiles have similar pre-issue return performance, making it unlikely that our results are driven by the winner/loser reversal phenomenon.
There is some argument as to whether the Fama-French model explains systematic risk (covariance). However, it is known to explain the cross-sectional variation in average returns in the CRSP data set quite well. By including abnormal returns relative to the Fama-French factors for expected returns, we show that the accruals' influence on returns is distinct from that exerted by the market-return, the firm's book-to-market ratio and the firm's size. Loughran and Ritter (1995) follow the same strategy. Table 9 Descriptive statistics on estimated parameters for the expected accruals model This table provides descriptive statistics on the parameters from the regressions that estimate expected (current and total) accruals. For each issuing firm, the parameters are estimated from a cross-sectional regression using firms in the same two-digit SIC code as the issuing firm (over 60 two-digit SIC code industries are represented). N is the number of firms in the issuer's two-digit SIC industry used in the cross-sectional regressions. The statistics on the parameters are roughly comparable with those reported in Perry and Williams (1994) 
